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Standard 


Costs 


By A. R. KASSANDER 


(New York Office) 


The purpose of this article is to 
present generally the principles un- 
derlying standard cost procedure and 
to point out the adaptability of those 
procedures to the usual purposes for 
which manufacturing costs are com- 
piled. While some space is devoted 
to discussion of the basic techniques 
and the principal problems, the ar- 
ticle in no sense purports to be a 
complete exposition of the subject. 
Rather it is the intention to set forth 
the chief differences between stand- 
ard and job cost methods and objec- 
tives for the information of the 
members of the staff who have not 
had occasion to familiarize them- 
selves with the detailed processes of 
industrial accounting. The article is 
limited to a discussion of manufac- 
turing costs; marketing and distri- 
bution costs and administrative ex- 
penses are not considered.* 


Definition of Standard Cost 


The standard cost of a manufac- 
tured product or part may be 


* Since the writing of this article, Mr. 
Kassander has prepared a memorandum 
on Distribution Costs, which follows im- 
mediately after the conclusion of this 
article on Standard Costs, on page 12. 


described as the result of combining 
on the basis of specifications and 
predetermined manufacturing meth- 
ods the amounts of direct material, 
direct labor and burden going into 
the product. Direct material is ob- 
tained by computing itemized values 
of all the various kinds, grades and 
sizes of materials used. Standard 
direct labor is obtained from an 
itemized schedule of operations 
necessary for the manufacture of 
the product, evaluated at the equiva- 
lent of piece work rates. Standard 
burden rates are established by 
means of a budget of the manufac- 
turing expenses deemed appropriate 
to a given level of operating capac- 
ity. 


Distinction Between Job Costs 
and Standard Costs 


The distinction between job costs 
and standard costs lies deeper than 
merely a distinction in accounting 
processes. There is involved a real 
difference in accounting philosophy. 
Under a job cost plan all details of 
direct material and direct labor are 
accumulated with respect to each 
production order passing through 
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the factory and the appropriate 
amount of overhead expenses is ap- 
plied to each order to obtain the 
total factory cost. The cost per 
order thus computed is reduced to a 
cost per unit, and these unit costs 
become the basis for reflecting addi- 
tions to finished product accounts 
and subsequent relief of those ac- 
counts and charges to cost of sales. 
Frequently the unit costs are com- 
pared with costs for similar prod- 
ucts made on previous orders and 
in this process it becomes necessary 
to calculate not only the total unit 
cost but the unit cost of each type of 
raw material and each direct labor 
operation. 

Under a standard cost plan it is 
not necessary to compute the actual 
cost of individual production orders. 
Instead, the actual cost of materials 
used is charged to accounts classi- 
fied as to material classes and actual 
payroll is classified as to depart- 
ments or operations or both. Actual 
expenditures and accruals for bur- 
den are charged to departmental ex- 
pense accounts. Against the actual 
cost of material, labor and burden 
thus classified, the standard costs of 
goods produced are recorded. A 
basis for comparison is immediately 
established between the actual cost 
of material, labor and burden and 
the value of the same items obtained 
by pricing production at the previ- 
ously established standard unit costs. 

A certain parallel probably will be 
observed between the standard cost 
principle and the accounting for 


overhead expenses commonly prac- 
ticed in so-called actual cost systems. 
In such systems it is generally recog- 
nized today that due to the fixed 
nature of many overhead expenses 
over a wide range of volume of ac- 
tivity, it is not good practice to 
charge against production of a 
period the actual overhead expenses 
of the period. Rather it is the cus- 
tom even where actual costs are 
used, to establish a “normal” over- 
head rate based on budgeted or esti- 
mated expenses at “normal’’ capac- 
ity. Production costs absorb manu- 
facturing expenses at the normal 
rate. The total overhead thus ab- 
sorbed is compared with total actual 
expenses and the differences be- 
tween absorbed and actual expenses 
receive appropriate treatment in the 
determination of profits. Similarly, 
in a standard cost plan, material and 
labor as well as overhead expenses 
are accumulated at standard rates 
per unit and the totals of standard 
cost of production are compared 
with the related actual costs. 

It is a common experience to find 
wide variations in the successive job 
costs for the same article. These 
variations frequently have no rele- 
vancy to the particular production 
order or job which happened to be 
in process dt the time. In other 
words, variations arise from operat- 
ing conditions which are present 
irrespective of the job on which they 
occur. Proponents of standard costs 
believe that to reflect such varia- 
tions in the job costs introduces 
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artificial factors which render both 
a particular cost and the average of 
a number of such costs unsatisfac- 
tory for the purposes for which 
costs are required. Under a stand- 
ard cost plan the artificiality of var- 
iations is, to a large extent, elimi- 
nated because changes and trends 
are brought out according to their 
natural and fundamental classifica- 
tions. Material variations are ex- 
pressed by material classes and labor 
variations are shown by occupa- 
tional or departmental groups 
instead of by job orders. Standard 
costs represent a reversal of aims. 
Under a job cost plan the purpose is 
to find the unit cost and then to 
analyze it, to find the variations 
which took place. Under the stand- 
ard cost plan the primary object is 
to find the variations and specifi- 
cally to classify the variations in ac- 
cordance with the operating factors 
which caused them rather than the 
production orders which happened 
to be passing through the factory at 
the time. 


Purposes of Cost Records 


The purposes for which manufac- 
turing costs are computed may be 
summarized as follows: 


1. Development of cost to manufac- 
ture finished product, as a guide in 
establishing selling prices and to ob- 
serve available profit margins. 

2. Pricing of finished product, parts 
and work in process inventory. 

3. Determination of cost of goods sold 
in the preparation of the income ac- 


count at such periods when a physi- 
cal inventory is not available. 

4. Comparison of current costs with 
costs of previous orders or stand- 
ards or both. 

5. Estimating costs of new products 
and comparison of results with the 
estimates. 


Each of the foregoing objectives 
of any system of cost accounting 
may be accomplished either by: 


1. The accumulation of the costs in- 
curred on each production order, or 

2. The creation of standard costs for 
all items produced and the compari- 
son of total production costs appro- 
priately classified with the total ab- 
sorption of such cost by production 
evaluated at standard rates. 


It is true that with respect to indi- 
vidual items a favorable cost varia- 
tion on one item may offset an ad- 
verse variation on another item, with 
a resulting negligible net variation. 
In this connection it must be as- 
sumed that the standards are care- 
fully established from reliable basic 
engineering specifications. If the 
standards are based on reasonably 
attainable performance individual 
gains and losses are to be expected. 
If such individual variations gener- 
ally offset each other, that fact would 
be an indication of a performance in 
line with expectations. It is only the 
degree of net deviation from accept- 
able performance, as reflected in the 
variations, which necessitates fur- 
ther study. 

Apparent individual variations 
from standards also may be the re- 
sult of errors in setting the stand- 
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ards. Offsetting errors resulting 
from clerical errors would have an 
inconsequential effect upon any con- 
clusions to be drawn from indicated 
results. It is hardly conceivable that 
serious errors in principle or applica- 
tion would be so finely balanced in 
their net effect that they would not 
be disclosed in the comparisons of 
total actual costs with the related 
standard costs. 

However, a word of warning may 
be expressed at this point. Standard 
costs which are established carelessly 
or in a haphazard manner and which 
are not supported by sound operat- 
ing data are a dangerous weapon 
which may lead to serious distor- 
tions both in the conclusions drawn 
from the indicated results by operat- 
ing executives and in the operating 
results set forth in the income ac- 
count. 

Referring again to the purposes 
for which costs are computed, it 
should be obvious that with respect 
to the first three purposes enumer- 
ated, carefully computed standard 
costs are at least as satisfactory a 
basis and in many cases better fitted 
for the accomplishment of those 
purposes, than fluctuating actual 
costs reflecting the effect of factors 
not relevant to the production of the 
particular item. Certainly, appro- 


priate consideration must be given 
to the variations from standard 
costs, but these are treated as an 
adjustment of the base affecting pro- 
portionately all items which fall 
within the influence of the causes of 


variations. Under the job cost 
system the full effect of such influ- 
ences is charged to the particular 
jobs in process at the time of their 
occurrence. 

It is with respect to the fourth 
purpose, namely, comparison of cur- 
rent with previous costs or stand- 
ards or both, that standard costs are 
particularly fitted. It will be ad- 
mitted that any adequate inquiry 
into the quality of current perform- 
ance in any field of endeavor should 
include two fundamental factors. 
First, the comparison should be 
made in relation to an accepted 
yardstick; and secondly, means 
should be provided for determining 
the aggregate effect of the diver- 
gence from the basis of comparison. 

Job costs fulfill neither of these 
requisites. Comparisons are made 
with previous costs or average costs 
without any assurance that these are 
satisfactory bases for comparison, 
and it is not practicable to sum- 
marize the total effect of the con- 
clusions from even such inadequate 
inquiry. The gross profit margin 
may give some indication of the 
trend of costs, but the gross profit 
is a function of selling price as well 
as of cost and even when adjusted 
for changes in selling prices pro- 
vides no information as to the rea- 
sons for changed cost trends. 

Standard costs, on the other hand, 
provide an accepted basis for cost 
comparisons and within the me- 
chanics of the accounting proce- 
dures provide a classification of total 
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variations in whatever detail may 
be considered desirable. 

In connection with the fifth pur- 
pose of cost computation, the com- 
parison of costs with estimates for 
new products, standard costs are the 
least useful. In such circumstances 
the estimates are often treated as 
standards for the purpose of deter- 
mining the amount of variations to 
be reflected in the accounts. How- 
ever, the very fact that the product 
is a new one suggests careful scru- 
tiny of all phases of its development. 
For this reason it is frequently ex- 
pedient to determine job costs with 
respect to such products until such 
time as the product and its methods 
of manufacture have become sta- 
bilized. It should be noted that by 
a new product is meant one involv- 
ing major differences in materials, 
structure, design or manufacturing 
methods from existing products. 
When there is involved merely a 
rearrangement of parts or the addi- 
tion or omission of certain opera- 
tions, standard costs may be estab- 
lished by appropriate revisions of 
existing standards. 


Advantages of Standard Costs 


The advantages of standard costs 
may be summarized as follows: 


1. The artificiality of variations is to 
a large extent eliminated because 
changes and trends are brought out 
according to their natural and 
fundamental classification. 

2. Comparisons are made with recog- 
nized yardsticks of performance. 


3. The total effect of cost variations 
is reflected in the accounts, and the 
effectiveness of factory operations 
may be measured by evaluation of 
only those factors for which the 
factory is responsible and without 
reference to other factors such as 
selling prices. 

4. The standard cost plan is more eco- 
nomical of clerical effort and ex- 
pense than the job cost plan. 


It should be observed that the ad- 
vantages of the standard cost plan 
are not restricted to articles which 
are standardized and manufactured 
in quantities. On the contrary, 
standard costs are more useful in 
the manufacture of special orders 
than when the articles are all stock. 
In the former case conditions are 
more complicated and the problems 
of control are more difficult to solve. 
Special products differ from each 
other frequently only in style, in- 
gredients and dimensions. It is 
often feasible to arrange basic speci- 
fications so that they will fit any 
product. The greater the variety or 
complexity of the products the 
greater the benefits to be derived 
through the use of standard costs. 


Types of Standard Cost 
Systems 
There are in use two general types 


of standard costs, usually spoken of 
as : 


1. Current standard costs; 
2. Basic standard costs. 


Both types conform to the defini- 
tion given at the beginning of this 
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article. Standards which are estab- 
lished under either system may be 
identical at the initiation of the sys- 
tem. The differences arise from 


1. The conception of the meaning of 
the term “standard.” 

2. The action taken in connection with 
changes of standards. 

3. The treatment of standards and 
variations in the accounting me- 
chanics. 

4. The use of standards in financial 
statements. 


Current standard costs: The defi- 
nition of the word standard, which 
explains the conception of the term 
under this system, is “that which is 
established as a criterion or test; 
a definite level viewed as that which 
is proper and adequate for a given 
purpose.” Under this system stand- 
ard costs are deemed to express 
what products should cost. The 
standards may be set at a level which 
represents ideal performance and 
operating conditions, or may be set 
on a basis of results which may rea- 
sonably be expected under condi- 
tions of practical operating effi- 
ciency. In either case the standard 
costs are considered to be the justi- 
fiable costs and variations are 
deemed to arise from inefficiencies 
to be treated as losses in the period 
in which they occur. If the stand- 
ards are based on reasonably attain- 
able performance there may be indi- 
vidual gains which are usually offset 
against losses. If there are sub- 
stantial net gains in the aggregate, a 
problem of accounting treatment 


arises which will be discussed later. 

As the standards are defined as 
“that which is proper and adequate” 
it is necessary under the current 
standard cost plans to revise stand- 
ards whenever changes in material 
costs, wage rates or manufacturing 
methods take place which render the 
existing standards no longer “‘proper 
and adequate.” 

Under the current standard cost 
plan, the standards are considered to 
be the justifiable costs. Conse- 
quently, the accounting procedures 
are so designed that variations are 
promptly segregated and diverted to 
variation accounts which are applied 
directly to profit and loss. The costs 
of manufacture then pass through 
the work in process, inventory and 
cost of goods sold accounts at stand- 
ard costs. 

In the preparation of financial 
statements consideration must be 
given to the fact that established 
and accepted principles of account- 
ing and presentation of statements 
of financial condition and results of 
operations for the information of 
investors, credit grantors, govern- 
ment authorities, and others inter- 
ested in a company’s affairs are not 
modified as a result of methods of 
internal control and accounting 
adopted by the management. The 
general rule of “cost or market, 
whichever is lower,” used in the val- 
uation of inventories and the re- 
lated determination of income is 
controlling. It therefore becomes 
necessary when using current stand- 
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ard costs as a basis for inventory 
valuation to determine the degree to 
which the current standards con- 
form to this basic rule and to give 
effect to such adjustments as may 
be required. 

Basic standard costs: The defini- 
tion of the word standard, which 
explains the conception of the term 
under this system, is “that which is 
established as a rule for the measur- 
ing of quantity, weight, extent, or 
value.” Under this system stand- 
ard costs do not purport to express 
what products should cost, except 
possibly at the time of original in- 
stallation. Having once been estab- 
lished they become not a “criterion 
or test” but a “rule for measuring,” 
a basis for comparison of all future 
activities not only with each other, 
but with the “rule for measuring.” 
To illustrate the distinction, the 
standard dollar is defined as a cer- 
tain number of grains of gold and is 
a current standard subject to change. 
The definition of a grain is a basic 
standard which does not change and 
which, consequently, may be used as 
a basis for establishing the relation- 
ship of successive current standards 
with each other. Basic standard 
costs, once they are established, are 
not revised to give effect to changed 
conditions. 

In view of the fact that basic 
standards do not represent currently 
expected costs, but are only used as 
measures, inventories of work in 
process and finished stock are car- 
ried on the books at actual costs. 


No adjustment is made to these ac- 
counts for deviations from stand- 
ards. When goods are sold the 
inventories are relieved at actual 
costs and the residual inventories 
are stated at actual costs. Standard 
costs do not appear in the financial 
statements. Their use is as a basis 
of measurement for managerial and 
control purposes and as will be 
shown later as a tool for developing 
actual costs without accumulating 
costs against individual production 
orders. 

It should be understood that the 
actual costs as used in the basic 
standard cost system include burden 
at normal rates only. Unabsorbed 
burden is treated as a profit and loss 
item in'both systems. 


Cost Procedures 


W ork in process: The focal point 
of all cost accounting is the work in 
process accounts. A major distinc- 
tion in procedures under the three 
systems herein discussed is found in 
connection with these accounts. 

In the job order cost system, ac- 
tual expenditures and accruals of 
production costs are charged to 
work in process and simultaneously 
are charged to the individual pro- 
duction orders. Upon completion 
of an order the job cost is calculated 
and the cost thereof is charged to 
finished stock account, with appro- 
priate credits to the work in process 
accounts which are usually classified 
in the elements of material, labor 
and burden. The balances remain- 
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ing in the work in process account 
appear in the balance sheet as part 
of the inventory and should be sup- 
ported by the accumulated costs on 
uncompleted job orders. 

In the current standard cost sys- 
tem, actual expenditures and accru- 
als also are charged to work in 
process without simultaneously ac- 
cumulating the charges on job order 
cost sheets. Completed orders are 
transferred to finished product ac- 
count at the current standard costs. 
At the end of the month unfinished 
orders are evaluated at standard 
costs to the point of completion and 
the remaining unaccounted for bal- 
ances in the work in process ac- 
counts are transferred to cost 
variation accounts. 

In the basic standard cost system, 
actual expenditures and accruals are 
again charged to work in process 
without accumulation of job order 
costs. In appropriately designed 
records there is accumulated for 
comparison with the actual costs 
charged to work in process, the 
basic standard costs of completed 
production and the basic standard 
costs to the point of completion of 
unfinished orders. At the end of the 
month there is established a ratio 
between actual and standard costs. 
Transfers from work in process ac- 
counts to finished stock accounts are 
made at standard costs modified by 
the prevailing cost ratios. Under 
this system work in process and fin- 
ished stock accounts are maintained 
both at actual and standard costs, so 


that the prevailing cost ratios may 
reflect the cumulative relationships 
of the inventories at the beginning 
of the period plus the movements 
occurring during the period. As 
has been stated previously, inven- 
tories of work in process and fin- 
ished stock are carried on the books 
at actual cost (with normal burden 
only) and no adjustment is made to 
these accounts for variations from 
standards. 

It will be recognized that the 
foregoing paragraphs only set forth 
the underlying principles. No at- 
tempt has been made to discuss the 
many details of mechanics which 
arise in connection with alternative 
means of accomplishing the desired 
end results, interdepartmental trans- 
fers, accrued costs on incomplete 
operations, finished manufactured 
parts for use in assembly operations 
and other problems. Suffice to state 
at this point that such factors add to 
the complications of any system of 
cost accounting, in fact, without 
these complications cost accounting 
would become a very elementary 
phase of accounting. Experience 
has demonstrated that the solution 
of such problems all may be de- 
veloped within the framework of 
the standard cost principle. 

Finished product: The second 
point at which differences in pro- 
cedures between the several systems 
occur is in connection with the fin- 
ished product accounts. In the job 
order cost system completed produc- 
tion is charged to finished stock at 
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the costs developed in the respective 
job orders. When an article is sold 
finished stock account is relieved 
and cost of goods sold is charged at 
the cost at which the article was 
taken into stock or at the cumulative 
average cost of the item. 

In the current standard cost 
system, completed production is 
charged to finished stock at stand- 
ard cost, all variations in manufac- 
turing cost having been diverted to 
profit and loss accounts. Conse- 
quently, transfers from finished 
stock to cost of goods sold are made 
at standard. 

In the basic standard cost system 
completed production is charged to 
finished stock at basic standard costs 
adjusted for the prevailing ratio of 
actual to standard costs of produc- 
tion. The effect of this procedure 
is to charge finished stock accounts 
at the level of actual costs. The 
same principle is applied when re- 
lieving finished stock accounts with 
respect to the cost of goods sold. 
Finished stock accounts are main- 
tained at both actual and standard 
costs in order to develop continu- 
ously a cumulative cost ratio of 
actual cost to the basic standard. 
The entry for cost of goods sold is 
made at the basic standard modified 
by the prevailing finished stock cost 
ratio. The effect of this procedure 
is to credit finished stock and charge 
cost of goods sold at the level of 
actual costs. 

Raw materials: Two forms of 
opinion exist with respect to the 


treatment of standard costs for raw 
materials, particularly under the cur- 
rent standard cost system. In the 
first type of treatment, purchases are 
charged to inventory accounts at 
standard costs, the difference be- 
tween the standard and purchase 
prices being carried at once to a 
purchase variation account. Subse- 
quent transfers to work in process 
are made at standard costs with the 
result that material variations oc- 
curring in the course of manufac- 
ture reflect only the effectiveness of 
use of materials. 

The second type of treatment is 
based on the reasoning that the mere 
act of purchasing material and plac- 
ing it in a storeroom cannot pro- 
duce an immediate gain or loss; that 
such gain or loss should be recog- 
nized only when the raw material is 
consumed in production, thereby be- 
ing reflected in the cost of opera- 
tions in the proper period. In this 
type of treatment raw materials are 
charged to and withdrawn from raw 
material accounts at actual costs, the 
variations from current standard 
costs being recorded in the transac- 
tions affecting work in process. 


Special Considerations 


Work in process inventories: An 
important phase of standard cost 
procedures which must be given ade- 
quate consideration if the records 
are to reflect results correctly, is 
means for ascertaining inventory of 
work in process at the beginning 
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and end of each month. It has been 
stated that unfinished production 
orders should be priced at standard 
costs to the stage of completion. 
Consequently, it is necessary to de- 
sign the production order control 
and planning system in such a man- 
ner that the status of each unfin- 
ished order at the end of the month 
will be correctly reflected and may be 
used as a basis for stating the value 
of work in process at standard costs. 
An alternative method which is 
sometimes used where the system of 
production order control does not 
provide facilities for evaluating 
work in process at standards, is to 
treat work in process at the accumu- 
lated actual costs, recognizing varia- 
tions from standards only when the 
orders are completed. Under such 
procedures it is necessary to accumu- 
late the job costs on unfinished or- 
ders only, using for this purpose the 
time tickets, material requisitions, 
etc., which have been filed under the 
respective order numbers. 
Changing standards: Under the 
current standard cost system the 
question of when and how often to 
revise the standard costs is often 
perplexing. It is difficult to make a 
general statement which may be 
used as a rule or guide for action. 
It is perhaps better constantly to 
bear in mind the functions of a 
standard cost. These are: 


(1) A formal expression of the level 
of satisfactory performance. 

(2) A basis of comparison with actual 
results. 


(3) A measure of efficiency. 

(4) A basis for pricing inventories, 
determining cost of goods sold or 
both. 


Any major changes in operating 
conditions such as price changes in 
a principal raw material, general 
revisions in wage rates, etc., indi- 
cate the possible necessity for revis- 
ing standard costs. The occurrence 
of substantial variations from stand- 
ard which cannot be traced to un- 
usual conditions but which seem to 
be of a nature to cast some doubt on 
the soundness of the standards, 
should suggest a study of the basic 
schedules upon which the standards 
are based. Certainly, at least once 
a year, and preferably more often, 
the entire standard cost structure 
should be carefully reviewed. 

Under the basic standard cost 
plan, the problem of revising stand- 
ards does not exist in connection 
with use of standards in financial 
statements as the books are kept on 
an actual cost basis. However, for 
management and control purposes it 
is still necessary to develop a level 
of satisfactory performance, for 
comparison with actual results and 
to measure efficiency. Stated an- 
other way, it is necessary not only to 
determine the cost ratio between 
actual costs and the basic standards, 
but also to establish the cost ratio 
between actual costs and what those 
costs should be under prevailing con- 
ditions. Therefore problems of pro- 
cedure are created which more or 
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less parallel those involved in the 
revision of current standard costs. 


Conclusion 


In conclusion, a few words are in 
order in connection with inventory 
valuations when inventories are 
priced at current standard costs. As 
has been stated previously, the gen- 
eral rule for pricing inventories, 
namely, “cost or market, whichever 
is lower,” is not modified by man- 
agement’s decision to use current 
standard costs in connection with 
internal accounting. It, therefore, 
becomes necessary to determine 
whether current standards conform 
to the rule and to consider the neces- 
sity of adjustment of the price base. 
A common practice for this purpose 
is to treat the inventory as a whole 
or broken down departmentally, or 
in other appropriate classifications 
and to calculate an overall adjust- 
ment to be used for statement pur- 
poses. Separate adjustment should 
be made with respect to the material, 
labor, and overhead components of 
the inventory. As overhead appli- 
cations are usually based on “nor- 
mal” burden rates, the determina- 
tion of which as well as the related 
subject of under and over absorbed 
burden constitute distinct phases of 
cost accounting not included in this 
discussion of standard costs, it 
should be understood that the fol- 
lowing paragraphs refer only to 
standard labor and material ele- 
ments included in the price. 





If the current standard costs are 
assumed to be the justifiable costs, 
losses disclosed by the variation ac- 
counts due to actual costs in excess 
of standards may be assumed to 
arise from inefficiencies. Conserva- 
tive accounting treatment would 
suggest that such losses be absorbed 
in the period in which they occur. 
In such instances inventories may 
properly be priced at standard costs. 
On the other hand, the actual costs 
are the “costs” and irrespective of 
the accounting system in use are a 
proper basis for inventory valua- 
tion if consistently used and if not 
in conflict with a lower “market.” 
Furthermore, an excess of actual 
over standard costs may be the re- 
sult of increased prices paid for ma- 
terials or increased wage rates 
which have not been reflected in the 
standard costs. A method fre- 
quently used for making the re- 
quired overall adjustment to the in- 
ventory is to apply to the respective 
standard cost component (material 
or labor), the ratio which total 
actual costs for the period under re- 
view bear to the standard produc- 
tion costs for the same period. In 
making this calculation care should 
be taken to ascertain when the latest 
revisions to the standard costs were 
made, and to use only such period as 
is subsequent to the effective date of 
the changed standards. The fore- 
going procedure will be recognized 
as based on the same principle as 
that used in the basic standard cost 
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system in adjusting the basic stand- 
ards to actual costs. 

While generally, individual gains 
in the material and labor variation 
accounts may be applied against in- 
dividual losses, if the variation ac- 
counts reflect a substantial aggre- 
gate net gain it is imperative that 
the inventory priced at standards be 
revised to an actual cost basis. The 


net gains are an indication that the 
current standard costs are in excess 
of actual costs and that inventories 
priced at the high standards reflect 
an unrealized anticipation of profits. 
The methods for adjusting the 
standard costs to actual are similar 
to those outlined in the discussion 
of upward revision of standard costs 
to an actual basis. . 





Distribution Costs” 


The question of more precise 
classification of distribution costs 
than that reflected in a broad state- 
ment such as that selling expenses 
amount to a certain percentage of 
sales, is not anew one. As early as 
1922 Mr. William B. Castenholz ad- 
dressed the convention of the N.A. 
C.A. on the subject “Application of 
Selling and Administrative Expense 
to the Product.” This talk appears 
in the 1922 year book of N.A.C.A. 
Since that time numerous articles 
have appeared on the subject, par- 
ticularly in the publications of N.A. 
C.A. The interest of industrial ac- 
countants in more scientific treat- 
ment of the costs of distributing or 
marketing manufactured products 
therefore is contemporary with the 
development of improved methods 
of recording and analyzing manu- 
facturing costs. On the other hand 
it is a matter of common observation 

* Prepared by Mr. Kassander as a sup- 


plement to his article on “Standard Costs,” 
which begins on page 1 of this issue. 


that while the desirability of reason- 
ably detailed and accurate manufac- 
turing costs has received general ac- 
ceptance by business men, the exten- 
sion of the principles and methods 
of cost accounting to the field of dis- 
tribution costs has received rela- 
tively little attention. 

The reason for this apparent in- 
difference of business men probably 
is found in part in the following con- 
siderations : 


(1) Selling expenses in the past had 
represented a comparatively small 
proportion of the total costs of 
operation ; 

Sales organization structures and 
sales outlets were not complicated 
and their efforts were directed 
toward the marketing of all prod- 
ucts, so that identification of ex- 
pense with a specific product was 
difficult and of questionable util- 
ity ; 

Gross profit margins were ade- 
quate to absorb selling expenses 
over a considerable range of sales 
expense ratios, so that the ade- 


(2) 


(3) 
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quacy of gross profit margins to 
absorb selling expenses was not 
in question. 


In the light of the foregoing con- 
siderations, efforts were directed 
principally to control the amount of 
expense with little concern as to the 
incidence of the expense on particu- 
lar products. In recent years, 
gradual, but in their cumulative 
effect marked, changes in marketing 
and merchandising methods have 
taken place with a resultant renas- 
cence of interest in more informa- 
tive data with respect to distribu- 
tion costs. It is not unusual for 
selling costs to equal manufacturing 
costs and in some instances to exceed 
them. 

A variety of outlets, such as 
branches, dealers, jobbers, chain 
stores and direct to consumer selling, 
may operate simultaneously in one 
business with respect to various 
products. Nation-wide distribution 
propounds questions relating to vari- 
ous types of advertising media under 
differing market conditions. 

Federal and state legislation which 
penalizes price discrimination be- 
tween customers unless such differ- 
entials rest upon differences in cost, 
including marketing costs, or which 
is designed to prevent selling below 
cost, makes it necessary to give in- 
creased consideration to the iden- 
tification of marketing costs with 
specific customers and products. 
Constantly narrowing profit mar- 
gins, coupled with increasing ratios 


of distribution costs to selling prices, 
produce a need for more analytical 


. information as to the marketing 


costs associated with related sources 
of revenue. 

That the subject of distribution 
costs is receiving an increasing 
amount of attention is illustrated by 
the fact that in each of the last three 
years it was included in the pro- 
grams of the annual conventions of 
the National Association of Cost 
Accountants. The papers presented 
at those meetings together with a 
report of the discussion which fol- 
lowed are found in the N.A.C.A. 
year books of the respective years as 
follows: 


1936—The Budgetary Method of Con- 
trolling Distribution Costs, 
1937—Selling and Delivery Costs, 
1938—Distribution Cost Analysis 
under the Robinson-Patman 
Act, 
Application of Cost Control to 
Distribution and Administra- 
tive Expenses. 


Other articles which have ap- 
peared in the last few years include : 


The Control of Marketing Costs 
through the Use of Standards 
(N.A.C.A. Bulletin, Sept. 15, 1935), 

Control and Distribution of Selling 
Costs (N.A.C.A. Bulletin, Sept. 15, 
1935), 

Cost Accounting under the New Price 
Discrimination Law (L. R. B. & M. 
JourNAL, Sept., 1936), 

Standard Distribution Costs (N.A. 
C.A. Bulletin, Dec. 15, 1936), 

Distribution Costs as Factors in Pric- 
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ing Policy (N.A.C.A. Bulletin, Nov. 
1, 1937), 

Standard Costs in the Field of Dis- 
tribution (N.A.C.A. Bulletin, Oct. 
1, 1938). 

Although the expression “alloca- 
tion of distribution costs to prod- 
ucts” is used frequently in discus- 
sions dealing with analysis of selling 
expenses, it should be recognized 
that the accounting approach is quite 
different from that used in allocat- 
ing manufacturing costs to products. 
In the latter circumstances the ac- 
countant deals with the activities of 
specific plant facilities which are used 
directly or indirectly in fashioning 
the product. His task here is to 
determine the portion of such activi- 
ties which has been utilized in the 
several manufacturing operations 
and to evaluate the cost of produc- 
tion in terms of the goods produced. 
However, when dealing with dis- 
tribution costs it is frequently a mis- 
nomer to refer to their allocation to 
products. In the case of many 
classes of distribution costs it is quite 
impractical to allocate them to prod- 
ucts, and in other instances such allo- 
cation might result in information of 
little practical value. What is more 
usually done is to classify distribu- 
tion costs according to methods of 
distribution, geographical areas in 
which the product is sold and types 
of customers, and relate the costs so 
classified to the revenues produced 
by each method of marketing. The 
process might better be described as 
“allocation to related revenue” 


rather than “‘allocation to product.” 

For example, a retail store may 
find that to deliver merchandise to 
the homes of its customers costs a 
certain sum per order varying with 
the distance to be covered. As a re- 
sult of such a study, free delivery 
may be restricted to a stated distance 
for orders having a value not below 
stated minimum, or price conces- 
sions may be made to “cash and 
carry” customers. As another ex- 
ample a manufacturer may find that 
in a sparsely settled territory the cost 
of maintaining traveling salesmen is 
excessive in relation to volume of 
sales and that it is more economical 
to sell through jobbers. As a third 
example, one class of customers may 
receive its merchandise in carload 
shipments on its own sidings, while 
another group of customers may 
necessitate the maintenance of 
branch warehouses and local deliv- 
eries by the seller’s organization or 
as an alternative, shipment in less 
than carload lots. If sales are made 
f.o.b. buyer’s premises, substantial 
differences in delivery costs may re- 
sult. 

Even in those instances where ap- 
parently there is a direct relationship 
between selling cost and product, a 
little thought will lead to the con- 
clusion that the fundamental prob- 
lem is that of associating expenses 
with related sources of revenue. If 
the expenses also can be associated 
with specific products, it is usually 
because a given source of revenue 
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happens to be confined to a particular 
product. 

The fact that selling cost may 
finally be reduced to a cost per unit 
sold should not cause us to lose sight 
of the fact that we have merely pro- 
rated the costs incurred to produce 
certain revenues to the related dol- 
lars of revenue. Whereas the com- 
mon denominator for the proration 
of indirect manufacturing costs is a 
unit of production definitely identi- 
fiable with the product, such as tons, 
yards or pieces produced or hours of 
work performed in the course of pro- 
duction, the common denominator 
for the distribution of selling costs 
in most instances necessarily is the 
sales dollar. 

Important exceptions, where sell- 
ing costs may be related to units of 
quantity, may be found. Examples 
are the brewery and ice cream indus- 
tries. However, in such instances 
the product is homogeneous and a 
common denominator other than the 
sales dollar is both available and use- 
ful. 

Generally speaking, marketing 
costs may be analyzed with respect 
to six principal bases of distribution, 
as follows: 


(1) Territorial or geographical areas, 
(2) Classes of sales outlets (retailers, 
jobbers, chain stores, etc.), 

(3) Nature and type of advertising, 
(4) Selling methods (salaried em- 
ployees, commissions, etc.), 

(5) Delivery methods, 
(6) Customers classified as to size and 
frequency of orders. 


Probably one of the most difficult 
factors accounting for the hesitancy 
of business men in encouraging more 
accurate information with respect to 
distribution costs is found in the 
time and expense necessary to break 
down actual costs by products, terri- 
tories, sales outlets, etc., and the fear 
that the expenditure of effort might 
not be commensurate with the bene- 
fits to be obtained. While some con- 
cerns have made extensive studies of 
distribution costs and have effected 
complete coordination of such data 
with the formal accounting records, 
a great deal of worth-while informa- 
tion may be developed statistically 
outside of the accounting records 
and such work, at least in its early 
stages, may be confined to those 
phases which promise to yield the 
greatest benefits commensurate with 
their cost. 

Just as in the field of manufactur- 
ing costs standard costs were found 
to possess certain advantages over 
older methods of “actual” cost ac- 
counting, not the least of which was 
greater economy in clerical effort 
and expense, so in the field of dis- 
tribution costs similar benefits may 
be realized by the application of 
standard cost principles to the prob- 
lem of analyzing distribution costs. 

The essential steps in the develop- 
ment of standard cost procedures 
for accounting for distribution costs 
are the following : 

(1) Establishment of a budget of 


marketing expenses appropriately 
classified ; 
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(2) Allocation of budgeted expenses 

to products, territories, sales out- 
lets, etc., and development of a 
standard selling cost per unit of 
sales ; 
Computation of the “absorption” 
of standard selling cost by actual 
sales, and comparison of actual 
selling costs with (a) the related 
budget amounts and (b) “absorp- 
tion” thereof by sales. 


It seems probable that the mer- 
chandising problems which have 
created wider interest in the study of 
distribution costs will increase in 
future years and that as a result the 
analysis and allocation of these costs 
to products will require increasing 
attention by accountants and busi- 
ness men. 
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Internal Checks and Balances* 


By EuGEeNE G. BoUTELLE 
(Boston Office) 


If there was one fear that ani- 
mated the members of the constitu- 
tional convention of our country it 
was the dread of highly concentrated 
power. They had long believed in 
the doctrine that government should 
be built up of checks and balances. 
That is, the power of every author- 
ity, officer or legislative body should 
be checked by some other authority 
to prevent it from becoming abso- 
lute or despotic. One form of this 
doctrine is the theory of division of 
powers. A brilliant French writer 
whose work was studied carefully by 
influential members of the conven- 
tion declared that the division of 
government into the executive, legis- 
lative and judicial departments was 
a necessary means of preserving the 
liberty of the citizens against oppres- 
sion. The fathers followed this 
theory faithfully in 1787. 

The legislative, executive and 
judicial departments were separated 
as far as possible and where their 
cooperation was necessary they were 
set in balance as checks against one 
another, a common sense plan which 
has endured to this day. May it 
stand for all time despite efforts to 
upset it. 


_* An address given at a meeting of the 
New England Control of the Controllers 
Institute of America. 


As a business grows and broadens 
its field, trust must be placed more 
and more in the initiative and dis- 
cretion of individual members of a 
larger managerial group, and the 
greater is the need for a system of 
checks and balances, not against con- 
centration of power, but as protec- 
tion against indifferent, careless, un- 
coordinated performance and pos- 
sible loss from manipulation. Such 
a system has been defined as the lay- 
ing out and planning of accounting 
records and methods so that no part 
of the accounts or procedures is 
under the absolute and independent 
control of one person. 

In almost every case of major em- 
bezzlement it appears, after the dam- 
age has been done, that strict adher- 
ence to a few principles would have 
removed temptation from the path 
of the embezzler and would have 
prevented the loss. The actual 
money loss often is small since all 
or most of the loss may be covered 
by a bonding company. The em- 
bezzler frequently is a valued and 
trusted employee of long standing in 
the organization, well and favorably 
known to the management, or per- 
haps even a member of the man- 
aging group itself, whose downfall 
is accompanied by publicity, grief 
and confusion. 
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Cash lends itself most readily to 
the peculations, leading so inevitably 
to larger takings and cumulatively 
to a total so far out of hand that 
exposure can no longer be avoided. 
The first step is to see that every 
officer or employee entrusted with 
its custody, or for that matter with 
the handling of securities and mer- 
chandise, is adequately bonded. 
This guards against actual money 
loss and tends to discourage fraud 
because it is commonly believed that 
bonding companies, in self-protec- 
tion, are relentless in pursuit and 
prosecution. No really honest man 
will have any objection to being 
bonded. There is a shrewd old say- 
ing that “An honest man will bear 
watching,” which means, I think, 
that a man fundamentally honest is 
indifferent to surveillance. Senti- 
ment is sometimes allowed to inter- 
fere with bonding certain trusted 
individuals, but it must be remem- 
bered that opportunities for fraud 
are most often available to those 
who are trusted. 

Vacations, too, are important. 
Every member of the organization 
connected in any way with the han- 
dling of cash or with the bookkeep- 
ing work in general should be re- 
quired to surrender his records at 
least annually to another who will 
carry on his duties during his 
absence. One who is carrying the 
burden of a defalcation will on one 
excuse or another make a strong 
effort to stay at his post, realizing 
that exposure is almost certain if he 


leaves it. 1 remember a case in 
which a defalcation ran into a large 
sum. The defaulter was invariably 
first at the office in the morning, so 
that he could open the mail before 
anyone else saw it. He was the last 
to leave at night and never took a 
vacation ; scarcely dared he be away 
from the scene of his manipulations 
for even a few hours. He was con- 
sidered an able and industrious em- 
ployee, not afraid to work long 
hours, and the management had no 
inkling of the truth until, after sev- 
eral years, the burden grew too 
heavy and the defaulter voluntarily 
confessed. If annual vacations had 
been a rule of the house, this man’s 
thefts would have been discovered 
before they had reached large 
amounts. Quite possibly they would 
not have occurred at all. 

Another effective measure is to 
rotate employees in the various 
duties where opportunities for ir- 
regularity exist. In addition to its 
value as a factor of internal check, 
this plan in time reveals the apti- 
tudes and general abilities of the 
personnel and the organization is 
better prepared for emergencies. 


Cash 


The problems of cash receipts and 
disbursements vary widely in differ- 
ent kinds of business, but in general 
the aim should be a definite separa- 
tion of the duties of receiving and 
disbursing cash from those of 
recording the underlying transac- 
tions. Internal check when practi- 
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cally applied is not a scheme of doing 
the work twice, but a means of ac- 
complishing other useful objectives 
while, at the same time, promoting 
accuracy of the detailed work. 

If a cashier and his assistants also 
work on accounts receivable they 
will have opportunities for manipu- 
lating individual accounts to cover 
a misappropriation of cash, and 
access to bank statements and paid 
checks affords additional opportuni- 
ties of similar nature. 

Plans of internal check on cash 
sales usually depend for their effec- 
tiveness upon the natural desire of 
a cash customer to obtain a slip or 
some kind of acknowledgment for 
the money paid, the preparation of 
which automatically records the 
sale. An additional feature in some 
cases is to locate a cashier in the 
sales room to whom customers are 
requested to make payments instead 
of to salesmen. 

Payments, of course, should be 
made generally by check and where 
a payment in currency is required, 
or is more convenient, a receipt 
should be obtained. The necessity 
of marking imprest fund vouchers 
so that they cannot be presented for 
reimbursement more than once is 
frequently neglected. The imprest 
fund device need not be confined to 
petty expenditures but is also applic- 
able to other recurring currency pay- 
ments. 

The arrangement whereby two 
members of the organization are 
made finally responsible for all pay- 


ments by check is a sound measure, 
but too often it is carried out in a 
perfunctory manner. It hardly 
seems necessary to point out that 
checks should not be signed in blank 
by either of the authorized signers. 
They should be presented to each 
signer in turn, accompanied by in- 
voices or other vouchers on which 
evidence is clearly shown of approval 
by authorized persons. Each in- 
voice ought to be stamped or prefer- 
ably perforated to guard against its 
being again presented for payment 
and statements of account or other 
vouchers which do not describe the 
merchandise or services for which 
payment is proposed should be ques- 
tioned. Arrangements are also 
needed to prevent the approval of 
duplicate invoices. 

A defalcation made possible by 
signing blank checks occurred in a 
branch office which operated on a 
working fund deposited in two bank 
accounts. One account was used for 
general expenditures and the other 
for payrolls which were disbursed by 
individual checks to employees. 
Each week there was transferred 
from the general account to the pay- 
roll account the exact total amount 
needed to pay employees. But, be- 
cause of the fact that the branch 
manager signed checks in blank 
against both accounts, it was easy 
for the bookkeeper, who was dis- 
honest, to misappropriate cash from 
the payroll account and to conceal 
his takings by further transfers 
from the general account. Expendi- 

















20 L. R. B. & M. Journal 





tures out of the general account in- 
cluding the transfers to the payroll 
account were reimbursed by the 
home office from time to time but 
the transfers were not checked with 
the actual payrolls. Exposure came 
when a new manager took charge 
who refused to sign blank checks. 
Wages paid by check coupled with 
the excellent mechanical aids now 
available offer protection both from 
internal fraud and theft by out- 
siders. Whenever it is necessary to 
pay in currency, there is the basic 
internal check requirement that no 
one having any part in the prepara- 
tion of the payroll should have access 
to the money or be allowed to 
distribute the pay envelopes to 
employees. In a case where a pay- 
master, in addition to paying off 
employees, prepared the payroll, an 
attempt to reconcile inventory quan- 
tities at the beginning of a period 
plus production and less quantities 
sold, with stock remaining on hand 
at the close brought out the fact that 
production records had been padded. 
The paymaster had increased the 
records of quantities produced by 
pieceworkers and calculated wages 
accordingly, but paid the workers 
only the amounts due them on the 
basis of actual production and 
pocketed the difference. Other 


requisites are proper authorizations 
for rates and deductions, and an ade- 
quate plan of insuring clerical ac- 
curacy. 

An effective protection against 
substantial padding of payrolls in a 


manufacturing business is the com- 
parison of actual with standard labor 
costs in total for each department. 
Such a standard represents what the 
payroll should be with a normal vol- 
ume of production, and differences 
which cannot be readily explained 
by consideration of the actual con- 
ditions are open to further investiga- 
tion for possible irregularity. 

We should not leave the subject 
of cash, without at least mention- 
ing protection of currency from 
theft by outsiders, particularly in 
connection with its transportation 
to and from bank and its handling 
when paying employees. Too often 
you read of hold-ups in the city or 
suburban towns. Many concerns 
have turned over the tasks of trans- 
porting and paying employees in cur- 
rency to a company that makes a 
business of that sort of thing and 
assumes full responsibility. 


Accounts receivable 


Manipulation of accounts receiv- 
able is a favorite method of conceal- 
ing a defalcation and when cleverly 
operated under favorable conditions 
may escape detection for a long time. 
Where all receipts are in the form 
of checks, the diverting of custom- 
ers’ payments is prevented to some 
extent but even that obstacle may 
be surmounted. One executive, who 
had access to cash receipts as well as 
sufficient control of accounts receiv- 
able, realized on customers’ checks 
by depositing them to the credit of 
a bank account which he opened in 
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the name of his employer in a neigh- 
boring city representing himself as 
authorized to sign checks thereon. 
The bank did not take the precaution 
of requiring evidence of his author- 
ization and eventually was obliged 
to reimburse the company for the 
amount of the default. 

Receipts partly in currency and 
partly in checks offer fertile ground 
for the talents of an embezzler, but 
opportunity for this sort of irregu- 
larity ordinarily arises when those 
having access to cash receipts also 
have sufficient contact with accounts 
receivable directly, or through collu- 
sion with another, to control the 
sending of statements to customers 
and the reporting of overdue ac- 
counts to the credit and collection 
department. 

A limited measure of protection 
may be afforded by having deposit 
slips prepared in duplicate, the copy 
being acknowledged by the bank and 
mailed directly to the controller who 
assigns a member of his staff to the 
duty of comparing the details of the 
slips with entries in the cash book to 
see that the checks deposited are the 
same checks as are recorded in the 
cash book. Another control is pro- 
vided when incoming mail is opened 
by an employee not connected with 
the cashier’s department who pre- 
pares a list of the receipts to be later 
compared with the corresponding 
entries in the cash book. Either of 
these methods would have disclosed 
the misappropriation by a cashier of 
receipts from cash sales which he 





covered by entering customers’ 
checks at less than face value, charg- 
ing the difference to cash discount. 
An additional safeguard may be 
effected by having an employee of 
the controller’s office check the 
monthly customers’ statements with 
the individual ledger accounts and 
personally see to their mailing. 

Sometimes one who has diverted 
customers’ payments to his own 
uses will seek to cover his theft by 
writing off accounts as worthless. 
The remedy lies in adequate supervi- 
sion of the journal entries for these 
credits. A case in point is that of 
a treasurer of a contracting company 
who misappropriated payments re- 
ceived from customers. He con- 
cealed his takings by authorizing 
credits to the customers’ accounts 
alleged to represent modifications of 
the original contracts. The thefts 
were disclosed when a clerk sent 
statements to several of the custom- 
ers. 

Collections by salesmen or by a 
staff of collectors are undesirable, 
but in many cases necessary, prac- 
tices. Rotation of salesmen and col- 
lectors around the various territories 
served and the sending of monthly 
statements direct from the com- 
pany’s office are the most effective 
safeguards. A salesman for a com- 
pany whose business was largely 
with small retail stores sent in 
numerous fictitious orders from 
time to time, all in the same town or 
locality, to be shipped on a specified 
date. He arranged to call at the 
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stores on the day the goods were 
expected to arrive and was met by 
proprietors or managers with indig- 
nant protests against what they con- 
sidered a too aggressive selling 
policy. The salesman expressed 
regret for the blunders of the com- 
pany’s order and shipping depart- 
ment, destroyed the invoices and 
took away the goods which he then 
sold to other stores for cash but did 
not report credits for the returned 
merchandise nor the sales to the 
other stores. The company’s con- 
tact with customers was wholly 
through salesmen who presented 
statements and made collections so 
that irregularities of the nature de- 
scribed did not readily come to light. 
Rotation of salesmen would prevent 
this kind of manipulation to a great 
extent but might not be feasible 
owing to the close relationship be- 
tween salesmen and customers. For 
the same reason statements sent 
from the home office ordinarily 
would be referred by customers to 
salesmen instead of being taken up 
directly with the company. <A 
method which is practicable in most 
cases is to have district managers 
or assistants occasionally visit cus- 
tomers with salesmen and compare 
statements with their records. 

In another case bills or statements 
were not mailed directly to custom- 
ers, but were turned over to a col- 
lector. One collector withheld part 
of his currency receipts and obtained 
a supply of bill forms from the com- 
pany’s office. Prior to his visits to 


customers he copied the bills which 
he was expected to collect but cor- 
rected the amounts of old balances 
brought forward. After some 
months an office clerk inadvertently 
mailed a statement to a customer 
whose account was being manipu- 
lated, showing a balance substan- 
tially larger than the amount actu- 
ally due. The customer’s complaint 
started an investigation which dis- 
closed the total amount taken. 

To conceal the diverting of pro- 
ceeds from accounts receivable so 
that the apparently unpaid balances 
will not come to the attention of the 
collection department or of the cus- 
tomers, later receipts from the same 
or other customers have been used 
and these in turn covered in a similar 
manner, the total usually becoming 
larger with each manipulation. 


Securities 


The scheme of pledging his em- 
ployer’s securities and other col- 
lateral against a bank loan was con- 
ceived by an employee. He con- 
trived to get some of the loans in his 
own name. Other loans which he 
arranged, but not in his name, and 
which he would not enter on the 
books, would be credited by the 
lender to the company’s account on 
which the defaulter would draw as 
he had the power of signing checks. 
To conceal his wrong-doing he 
needed only to obtain directly from 
the bank the statement and paid 
checks showing these transactions. 
In another instance the defaulter 
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persuaded a bank to transfer the 
proceeds of a loan to another bank 
where they were credited to his own 
account. 

Protection against defaults of this 
character lies in arrangements re- 
quiring the presence of two or more 
officers or other executives when the 
safe deposit box containing securi- 
ties is opened. Similar treatment 
might not be feasible in connection 
with other collateral such as ware- 
house receipts which often move 
rapidly in business transactions, but 
in any event disclosure should result 
if the simple rule that check signers 
shall not have access to bank state- 
ments and paid checks is in effect. 


Inventories 


So far our discussion has been 
limited to ways and means of pre- 
venting frauds. In connection with 
stocks of goods and materials on 
hand, we have the additional prob- 
lems of determining quantities and 
their values, an important matter of 
administration in which internal 
check again plays a prominent part. 

Most companies in these days 
maintain control of all sections of 
the inventory through book records 
which, when well established and 
efficiently operated, are relied upon 
for purposes of monthly financial 
statements as well as for providing 
checks against the physical inven- 
tories. Better than taking a com- 
plete physical inventory at the end 
of the year is the plan of counting 
stock continuously, doing as much 


each month as may be necessary to 
cover all items of the inventory at 
least once during the year and mak- 
ing corrections of the inventory 
record whenever discrepancies are 
discovered. At closing dates a phys- 
ical count of all stock is done away 
with and the inventories are drawn 
from the record. 

An ingenious and effective book 
inventory plan is applicable to fin- 
ished goods which are sold in stand- 
ard packages or cases as they come 
off the production line. As the cases 
are packed, labels bearing serial num- 
bers and descriptions of the contents 
are attached. Duplicates of the 
labels are set aside and sent to the 
office at the close of each day, where 
they are recapitulated for the produc- 
tion total which is credited at cost to 
work in process and charged to fin- 
ished goods account. Sales orders 
are filled by selecting the proper 
tickets from the file and sending 
them to the shipping department 
where the corresponding cases are 
picked out for shipment. The tickets 
are then returned to the office where 
they provide the medium for bill- 
ing, for costing sales and for sales 
analysis. This plan may be used to 
advantage in connection with a tabu- 
lating machine, the data on the tick- 
ets being punched on cards suitable 
for use in the tabulator. With this 
equipment all the necessary recapitu- 
lations, analyses, extensions, addi- 
tions, and even invoices to customers 
may be produced. A similar plan 
may be adapted to inventories of 
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raw material purchased in standard 
packages which are put into process 
as units. The advantage of the 
ticket idea is the facility with which 
the whole or any part of the goods 
and materials on hand may be 
checked with the physical quantities 
and the tickets or cards corrected if 
need be. 

The book inventory, if adequately 
detailed, aids materially in showing 
what goods are slow-moving, which 
should have special attention by the 
sales department. It also assures 
the inclusion of goods out on con- 
signment and the exclusion of goods 
held on consignment or which have 
been charged and billed to customers 
but are held awaiting instructions. 

A number of years ago the chief 
executive officer of a corporation, 
deluding himself with the thought 
that he might rescue the business by 
deceiving the creditors as to the true 
results of operations, falsely marked 
up the work in process inventory. 
Improved conditions did not ma- 
terialize and operating losses were 
again concealed by further falsify- 
ing the inventory. Finally, the com- 
pany could no longer stand off its 
creditors and the fraud was dis- 
closed. A simple plan of inventory 
records in the hands of another offi- 
cer or employee would have disclosed 
in its early stages this ill-advised ac- 
tion. 

In another case a company was 
annoyed over a considerable period 
by mysterious shortages in physical 
inventories as compared with the 





perpetual inventory records. Fi- 
nally an office worker noticed that the 
requirements of a local customer 
were always cared for by the assist- 
ant shipper while his superior was at 
lunch. Investigation disclosed col- 
lusion between the assistant shipper 
and the customer. Without the 
check upon physical inventory exer- 
cised by the perpetual inventory 
record the thefts might never have 
been discovered. 

Discrepancies between book in- 
ventories and physical inventories 
should be thoroughly investigated 
and closer supervision instituted. 
The clerks keeping the book inven- 
tories should have no part in the 
physical inventory. When a physi- 
cal inventory is taken, it is highly 
desirable that the quantities be veri- 
fied by employees other than those 
who listed them in the first instance, 
but this does not necessarily mean 
that all the items are to be recounted. 
The verifier can at least determine 
that nothing has been omitted or has 
been listed twice, that the quantities 
listed appear by inspection to be rea- 
sonably correct, and that obsolete 
and damaged items have been so 
described. 


Plant assets 


Manipulation of plant asset ac- 
counts for personal gain is rare, but 
not infrequently it happens that 
these accounts are charged with 
items which if given more careful 
consideration would be written off 
as repairs or expense. Conversely 
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charges are made to repair and ex- 
pense accounts which ought to be 
capitalized. Arrangements should 
be made for review of these charges 
by some one who from experience 
and understanding of the business is 
competent to pass upon their treat- 
ment. 

Control of a company’s invest- 
ment in plant is a matter of vital im- 
portance. Any proposed substan- 
tial additions to plant merit the most 
careful consideration by the manage- 
ment before the commitments are 
made. The company’s ability to 
finance and the disadvantages of 
tying up capital must be weighed 
against the expected benefits of the 
proposed new equipment and the 
capacity of the market to absorb the 
additional output. Members of the 
organization must be impressed with 
the importance of the estimates. 
Failure to keep the cost within the 
original estimate should be an occa- 
sion for investigation. 

Opportunities for reducing invest- 
ment in plant assets through disposal 
of salable equipment which cannot 
be used should not be overlooked. 
Alert management may meet a 
temporary and extraordinary de- 
mand for a product with expanded 
facilities but will see that the extra 
equipment is written off or down to 
salvage value against the additional 
income. Failure to do this may 
bring about a situation where profits 
on a normal volume are more than 
absorbed by depreciation and up- 
keep of idle plant. 


While most corporations today 
have well defined depreciation poli- 
cies, some concerns make little effort 
to check up the book amount of 
plant with what is actually on hand. 
A well designed and properly oper- 
ated plant record which identifies 
each item or group of items is of 
great assistance. It makes it pos- 
sible to carry out such a check in sec- 
tions at most convenient times. 
Even if no detailed plant record is 
maintained, a checkup is very neces- 
sary. 

The more uses made of account- 
ing data by management the greater 
the assurance that the figures are 
correct, because analysis tends to 
uncover inaccuracies. The impor- 
tant thing is to make sure that the 
same basic accounts are used for all 
statistical purposes and that reports 
are in agreement with the accounts. 


Budgetary Control 


Budgetary control is a subject by 
itself. Its purpose is coordinated 
control of six factors which are pres- 
ent in every business: (1) margin 
between selling prices and costs, that 
is, gross profit; (2) regulation of 
expenses which with (1) determines 
the net profit; (3) investment in 
inventories and rate of turnover; 
(4) expenditures for plant additions 
or extensions, betterments, improved 
equipment, replacements and re- 
pairs; (5) availability of capital; 
short-term notes, long-term notes, 
bonds and capital stock of different 
classes; (6) policy relative to divi- 
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dends and appropriations of surplus 
profits. There are some outstanding 
features which I would like to men- 
tion very briefly. 

Investment in inventory is regu- 
lated on the basis of forecasts of ex- 
pected sales and corresponding pur- 
chases or production. If these fore- 
casts in connection with what is on 
hand at the beginning show that 
inventory at the end of the forecast- 
ing period will be more than the ex- 
perience of the management indi- 
cates can be readily financed, the 
sales program must be increased or 
the purchases and production pro- 
gram restricted. Of course, there is 
the other important consideration 
of keeping on hand sufficient quanti- 
ties to meet the demands of the trade, 
but these two factors, ability to 
finance and sufficient quantity, must 
be coordinated. 

The anticipated investment in in- 
ventory to a great extent determines 
the amount of expected borrowings, 
and the required loans will be more 
readily obtained if the forecasts of 
sales, purchases and production and 
the resulting inventory, together 
with an anticipated plan for repay- 
ment, are submitted in concise and 
clear form to the prospective lende:. 

In its influence on costs the budget 
has an important application. Fore- 
casts of production, wages and ex- 
penses, from which manufacturing 
costs are predetermined and com- 
parison made with the later actual 
performance, are modern tools of 
management essential to profitable 





manufacture. Nothing in the entire 
field of internal check exercises more 
definite and conclusive influence 
upon vital activities of a manufac- 
turing enterprise than its costs 
which gauge its manufacturing effi- 
ciency, guide its selling policies and 
measure its profits. 


Costs 


Standard costs represent the yard- 
stick by which actual costs are 
gauged. A mill set its standard 
labor costs on the basis of what it 
believed was representative of nor- 
mal operating conditions. Its policy 
with departmental overseers was to 
show them the weekly comparisons 
of actual with standard payroll for 
each department and to foster a 
spirit of rivalry as to who could make 
the best showing. This policy re- 
sulted in increased production, 
greater care in spending the com- 
pany’s money for wages and conse- 
quently lower actual costs. The 
standards were reduced more than 
once, as fast as it was demonstrated 
that the lowest possible cost had not 
been reached. 

Accuracy in costing is essential 
and, while internal check may be 
availed of to achieve accuracy, 
rapidly changing conditions call for 
frequent adjustments. A  com- 
pany’s costs might well be subjected 
to periodical investigation by an 
internal auditing group attached to 
the controller’s department. Other 
duties of the group would include | 
verifications and tests designed to | 
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disclose inadequacy of internal check 
in general and to expose collusion. 
However effective a plan of internal 
check may be at the start, it is not 
safe to sit back and allow it to oper- 
ate indefinitely without supervision 
by someone competent to judge 
whether with changing conditions 
the intended protection is main- 
tained. 

Collusion between a supervisor 
of a fleet of salesmen’s automobiles 
and the manager of a filling station 
made possible the following scheme. 
The supervisor approved fictitious 
vouchers purporting to be for pur- 
chases of gasoline and oil and the 
manager of the filling station forged 
the names of salesmen who might 
have signed had the purchases been 
legitimate. The forged slips were 
substituted for cash sales in the sta- 
tion records and an equal amount of 
currency was taken for division 
among the perpetrators. The super- 
visor sensed that a comparison of 
the operating costs of these cars with 
those of cars served by other stations 
might raise embarrassing questions. 
In posting the cost records he redis- 
tributed the amounts of the forged 
vouchers over all the cars of the fleet. 
The matter came to light upon the 
discharge of the supervisor and the 
finding of an unfinished work sheet 
on which he had been redistributing 
the amounts fraudulently taken dur- 
ing the last period. After disclosur 
the work of preparing the cost re- 
ports was taken over by the account- 
ing department. Monthly compari- 


sons were made of the costs of 
individual cars and those out of line 
were investigated. 


Conclusion 


The internal auditor who makes 
the most of his opportunities will be 
more than a mere checker of figures. 
While he should maintain a critical 
point of view he will not go far 
unless he possesses tact. The audi- 
tor should be in touch with the 
operating, selling and other divi- 
sions and be able to discern the key 
factors which largely determine 
whether the business will operate at 
a fair profit. He should be able to 
point out matters which need atten- 
tion of the management, as for ex- 
ample, trend of purchase and selling 
prices, labor conditions and attitude 
of employees, slow-moving, obso- 
lete and damaged goods, general 
efficiency of operating and adminis- 
trative divisions, review of current 
results and comparisons with prior 
periods. The points where oppor- 
tunities for leaks are the greatest 
should be sought out for special at- 
tention. Internal auditing can be an 
active, forceful function in the ad- 
ministration of a business. 

I have discussed basic principles 
and representative procedures appli- 
cable to many kinds of business sub- 
ject to whatever adaptation may be 
needed in specific cases. The precise 
methods to be employed in a particu- 
lar business must be arrived at 
through study of its own special con- 
(Continued on page 32) 
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Prevailing Practices in In- 
ventory Valuation 


During 1938 the National Indus- 
trial Conference Board published the 
following summary of prevailing in- 
ventory valuation practices, based 
on information obtained from 826 
manufacturing companies : 

1. The most commonly used method 
for charging into process was at 


monthly average cost. Of the com- 
panies cooperating in the study, 39% 


reported use of some form of average 
cost basis; 24% used actual cost of 
specific lots for all or part of their raw 
materials; 16% used standard costs; 
and 15% charged material costs on a 
first-in, first-out basis. 


2. One-fifth of the companies sur- 
veyed find it necessary to keep sepa- 
rate statistical inventory records 
(aside from their books or store cards) 
for the purpose either of determining 
profit and loss on current business or 
of fixing selling prices. 


3. In determining sales prices, re- 
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placement or market cost carries 
heavier weight in 51%, and actual or 
average cost is given greater weight 
in 49% of the reporting companies. 

4. Lower of cost or market is the 
prevailing basis for inventory valua- 
tion on the balance sheet, with 63% of 
the companies using this method for 
their raw materials, and 40% for their 
finished goods. Standard costs are 
used by 20% of the companies in valu- 
ing finished goods inventory. 

5. Inventory reserves are set up for 
the purpose of eliminating inventory 
profits or equalizing future profits by 
22% of the reporting companies. 

6. Inventory losses are generally 
charged to the “cost of goods sold” 
section of the profit and loss state- 
ments. 


It was stated that the study also 
revealed a continuing trend toward 
the adoption of standard costs sys- 
tems, and that if the federal tax regu- 
lations permitted the general appli- 





cation of current or replacement 
costs to sales (substantially the last- 
in, first-out method of costing sales 
and valuing inventories), 38% of 
the companies reporting would be in 
favor of using such method. 

The 1938 Revenue Act, which 
was enacted after the National In- 
dustrial Conference Board study was 
initiated, permits the use of the last- 
in, first-out method by the non- 
ferrous metal and tanning industries 
under certain conditions specified in 
the Act. The law provision is poorly 
drawn and the Federal Taxation 
Committee of the American Insti- 
tute of Accountants has submitted 
a memorandum to the Treasury 
recommending changes in the law 
section, both for improvement of its 
form and for making it applicable 
to any industry where it would ap- 
pear to be suitable. 
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Taxation and Corporate Policies 


Salient features of a talk by ir. Staub to the Controllers’ Congress 
of the National Retail Dry Goods Association, as reported in the January 


80 issue of “Retailing.” 


The January convention of the 
NRDGA is planned to consider the 
broad phases of retail administra- 
tion. The Controllers’ Congress 
does not at this convention detail 
procedures or formulate processes. 
Consideration of technical processes 
and procedures are reserved for the 
technical meetings, in June, which 
this year have been scheduled to take 
place on the Pacific Coast. Hence 
it must be plain that at the sessions 
just completed the speeches were 
confined largely to an enunciation of 
principles rather than a description 
of office routine. 

The talks dealing with taxation 
took up the greatest part of the pro- 
gram. The address by Walter A. 
Staub, of Lybrand, Ross Bros. & 
Montgomery, was a learned disquisi- 
tion which showed how terrific the 
tax burden had become to retailers 
and business generally, and which 
asserted what had many times been 
said before—that a permanent solu- 
tion could be expected only when the 
consumer becomes sufficiently tax- 
conscious to demand that Govern- 
ment reduce radically its own cost of 
maintenance. 

Mr. Staub pointed out that the in- 
come tax is only one of the multi- 
farious taxes the business man must 


carry. Other important taxes, 
which business either pays or col- 
lects for the Government include the 
excess profits tax, the capital stock 
tax, the liquor tax, the tobacco taxes, 
transportation taxes, excise, custom 
and social security taxes, taxes on 
admissions, taxes on communica- 
tions and a host of other imposts. 
And to all this of course must be 
added the state and municipal taxes, 
not to forget the wide variety of 
sales taxes. 

The way things are going, accord- 
ing to Mr. Staub, with deficits 
mounting and the Government debt 
reaching an unhealthy plateau, and 
with an 80-billion income nowhere in 
sight, the country must face the pros- 
pect of inflation in the form of radi- 
cally higher prices. Continued 
spending is very definitely not the 
way for a government to turn its 
course into prosperity. 

“Taxes will continue to go higher 
and higher,” the speaker asserted, 
“until the man in the street fully real- 
izes how much of them he is actu- 
ally paying. It is said that ‘taxation 
is the art of plucking from the goose 
the largest amount of feathers with 
the least amount of squawk.’ This 
principle has been so well applied in 

(Continued on page 32) 
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Notes 


Three of the Philadelphia part- 
ners are members this year of impor- 
tant committees of the Pennsylvania 
Institute of Certified Public Ac- 
countants. 

Mr. Ross’ chairmanship on the 
Committee of Education and the 
study which that committee has 
under way was mentioned in the 
January issue of the JOURNAL. 

Mr. Fischer is a member of the 
Committee on Meetings, and Mr. 
Metzler is a member of the Com- 
mittee on Cooperation of Bankers. 


On January 10, Mr. Staub ad- 
dressed the New York Conference 
on Hospital Accounting on the sub- 
ject of ‘““Replacement Policy or De- 
preciation in Hospital Accounting.” 

On January 18, he read a paper 
before the annual meeting of the 
Controllers’ Congress of the Na- 
tional Retail Dry Goods Association 
on “Taxation and Corporate Poli- 
cies.” A summary report of the ad- 
dress appeared in the January 30 
issue of Retailing, and is reproduced 
on page 30 of this issue of the 
JOURNAL. 


Although Mr. Marsh is no longer 
president of the National Associa- 
tion of Cost Accountants, he is still 
active in addressing chapters of the 
Association. In December he spoke 


to the Erie, Pa., and Jamestown, 
N. Y., chapters on the subject of In- 
ventory Control, and in January he 
addressed a group in Akron, Ohio, 
at an organization meeting for a 
chapter in that city. 


Mr. Russell, who is president of 
the Detroit chapter of the National 
Association of Cost Accountants, 
presided at the luncheon meeting of 
The Economic Club of Detroit on 
January 30. Professor Roswell 
Magill, formerly Under Secretary of 
the Treasury, spoke on the subject 
of “1939 Federal Taxes and Corpo- 
rate Policies.” 


The leading article in the Decem- 
ber, 1938, issue of Rocks and Min- 
erals, the official journal of The 
Rocks and Minerals Association, 
was by Colonel Montgomery’s son, 
Arthur Montgomery. It bore the 
title of “Storm Over Antero” and 
gave an interesting description of 
the experiences of the author and his 
partner, Edwin Over, Jr., who were 
joined for part of the time by George 
Switzer, of Harvard’s mineralogi- 
cal department, while engaged in col- 
lecting gem-minerals near the sum- 
mit of Mount Antero. That moun- 
tain, which is 14,200 feet high, is 
near Pike’s Peak in Colorado. Their 
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expedition was in that locality from 
May until September, 1938. The 
article was illustrated by a number 
of splendid photographs which had 
been taken by the author. 


Mr. E. G. Boutelle, of our Boston 
office, was the guest speaker at the 
State of Maine Chapter of the Na- 
tional Association of Cost Account- 
ants on Friday, January 13, 1939. 
The subject of his talk was “Cost 
Control in Textile Mills.” 


Mr. E. E. Wakefield, of our Bos- 
ton office, spoke at the December 21, 


1938, meeting of the Springfield 
Chapter of the National Association 
of Cost Accountants on the subject 
“Changes in Federal Taxes in the 


1938 Act.” 


An article on “Disposition of 
Variances from Standard” by Clif- 
ford G. Wood of our Rockford 
office appeared in the January 1, 
1939, issue of the N.A.C.A. Bulletin. 


Internal Checks and Balances 
(Continued from page 27) 
ditions. Development of effective 
and practical methods of internal 
check is not so much a matter of 


setting men against men but rather 
one of coordinating their functions, 
Fraud is discouraged and accuracy 
promoted thereby, but we may be 
disappointed if we rely for protec- 
tion too much upon automatic pro- 
cedures. We should look also to the 
character of personnel, to the build- 
ing of a competent, cooperative 
organization which shall be both 
busy and happy, and we ought not to 
lose sight of the fact that fortunately 
business can be done for the most 
part on a basis of mutual trust and 
confidence. 


Taxation and Corporate 
Policies 
(Continued from page 30) 


these United States that the wage- 
earner with annual income of $1,000 
to $2,000 does not realize that he is 
paying at least 12 per cent in hidden 
taxes. To make the voters tax-con- 
scious will be a long-term job.” 

Mr. Staub brought up the subject 
of “incentive taxation” which had 
been aired in the public press recently 
in the reportings of the hearings 
before the Senate Committee on 
profit-sharing. He didn’t seem to 
favor incentive taxation, either in 
principle or practice. He questioned 
the right of Congress to use taxation 
to create social or economic incen- 
tives ; moreover, he felt, it was easy 
to turn an incentive tax into a pen- 
alty tax. 
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